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Figure 2. Implied Volatility OAS Difference Between Current-Coupon FNMA and Five-Year
Interest-Rate Swap, Weekly Data, Jan 94-Jan 97)

Source: Salomon Brothers Inc.
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One other issue that concerns us is that the market has jumped on the sell
volatility trade over the past month. This can be seen in two ways. First,
over the past month implied volatilities in the option markets have declined
substantially (for example, 1.5% on 5x5 swaptions). In the mortgage
market, the impact of the sell volatility trade has been even more dramatic.
On a fixed-volatility basis, cusp-coupon pass-through OASs have tightened
15bp-20bp; even adjusted for the decline in option-market vols, cuspy
issues have narrowed about 5bp.

In conclusion, mortgage OASs need to widen about 5bp to get back to
average levels versus swaps and callable agencies, which would be
sufficient to wipe out the yield advantage of MBSs over Treasuries even if
the widening takes a couple of months to occur. In addition, if any surprise
occurs that causes volatility to go back up, it would be sufficient to cause
mortgages to underperform Treasuries.

Peter DiMartino
(212) 783-7871
pdimartino@sbi.com

Examining Agency and Nonagency CMO OASs
In the agency and nonagency CMO markets, better relative value is often
found in longer-duration tranches. New-issue transactions, although richer
than secondaries, generally show the same pattern. In this section we will
take a brief look at OASs in the agency and nonagency CMO markets, and
illustrate the sectors that investors can exploit to outperform the index in
1997.

Trade strategies become evident when observing OASs in the agency CMO
market. As shown in Figure 3, OASs of agency CMOs in the secondary
market are level for durations four years or less, then ascend sharply
through year ten. Many short-duration PACs and sequentials trade around
25bp OAS (market implied volatility), due, in part, to strong bank demand.
For durations greater than four years, a steep upward sloping curve is
observed. In general, premium CMOs trade at wider OASs than
comparable tranches with lower prices, an inefficiency usually not evident
in the pass-through market. To take advantage of the agency CMO OAS
curve, consider "roll-down" trade strategies against duration-matched
pass-throughs and Treasuries. In addition, longer-term investors can pick up
OAS in premium agency CMOs and outperform comparable pass-throughs.
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Figure 3. Agency CMO OASs Versus Effective Duration, Selected PAC and Sequential Issues, Dec 96

Source: Salomon Brothers Inc.
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The OAS advantage in
nonagencies is found
in several sectors, and
will likely outperform
the index in 1997.

The nonagency CMO OAS curve highlights additional opportunities for
mortgage investors. As shown in Figure 4, we plotted the OAS for
secondary, as well as new-issue, nonagency CMOs. In addition, we show
the agency CMO OAS curve from Figure 3. A few conclusions are
immediately evident. First, secondary nonagencies offer wide OAS
advantages over secondary agency CMOs (as represented by the dotted line
in Figure 4). Particularly at the four-year duration point, the OAS
differential is dramatic. Second, nonagencies traded in the secondary
market offer wider OAS advantages over new-issue nonagency CMOs
(labeled "N") for the short- and intermediate-duration tranches. However,
long-duration, new-issue nonagencies continue to offer better value. Third,
the OAS advantage of secondary nonagencies is not limited to any one
tranche type, encompassing PACs, supports, sequentials, and lockouts.
Value in the secondary nonagency market is in step with our theme that
selected non-index mortgage products are likely to outperform the index in
1997. As such, we continue to recommend de-levered cash flows (PAC2s,
components, or supports), as well as prepayment lockout bonds, for wide
OAS and good call protection.
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Figure 4. Significant OAS Advantage in Secondary Nonagencies

Source: Salomon Brothers Inc.

0 2 4 6 8
0

20

40

60

80

100bp

0

20

40

60

80

100bp

*

*

*

*

*

*

*

*

*

*

*

*

*

*

*

*

*

*

R
R

R
2

2

2

2
2

P

P
P

P
L

L

S
S

SS

N
N

N

N

O
A

S

O
A

S

Effective Duration (Yrs)

Nonagency Secondary CMOs
Agency Secondary CMOs

L: Lockouts
P: PACs
2: PAC2s

R: Supports
S: Sequentials
N: New-Issue Sequentials

                       

Mortgage Strategy Conference Call
On Thursday, January 9 we conducted a mortgage strategy conference call
in which we discussed the previous strategies in more detail. The
conference call can be replayed until January 18. The phone number is
800-964-4597, passcode: 4597. A supplemental chart package is available
from your Salomon Brothers sales representative.

Lakhbir Hayre
(212) 783-6349
lhayre@sbi.com

Robert Young
(212) 783-6633
ryoung@sbi.com

Prepayment Speeds Up Sharply — FNMA 8.5s Surge
December prepayments were up in almost all sectors (see Figure 5). Not
surprisingly, new premium speeds showed the largest increases. But
somewhat unexpectedly, moderately seasoned FNMA 8.5s had large jumps
as well. However, prepayments should soon slow as speeds are at or near
their peaks.

Discounts
FNMA and GNMA discounts bucked the usual end-of-year seasonal
slowdown trend, as their speeds increased a few percent on average.
FHLMC discounts declined about 10%, in line with seasonal factors. The
difference between FNMA/GNMA and FHLMC probably results from
reporting period differences. Two-month (November-December) FHLMC
and FNMA CPRs are very close in most cases.

Since peaking at around 7% CPR in the summer, speeds on conventional
1993 6.5s have declined roughly 25%, and we expect a further decline of
about 15% over the next two months, before a substantial pickup beginning
in March. Speeds on conventional 1993 6.5s should peak between 8% and
9% CPR next summer, with the upper end of this range more likely if
coastal housing markets continue to improve.

Premiums
New premium prepayments were up sharply, with some speeds double or
more than corresponding November levels; as discussed in last week’s
Bond Market Roundup: Strategy, new premiums nowadays have fast speeds
straight out of the box. More surprisingly, FNMA moderately seasoned
coupons (1990 through 1993 originations) also saw substantial jumps in
speeds, particularly the 8.5s. Very seasoned premiums showed more
moderate increases.

The FNMA speeds, which represent prepayments received during the
month of December (roughly speaking), showed much larger increases than
the earlier released FHLMC speeds, which represent prepayments received


